Business Associations FE . 



An Agency is a legal relationship where an agent is authorized 
to represent a principal in business dealings with third 
parties . 

The requirements of the agency relationship are as follows: (1) 
Consent by both parties; (2) Control by the principal. Remember 
that the principal must have contractual capacity, whereas an 
agent need only minimal capacity. 

There are 4 binding principal requirements: (1) Actual 
authority; (2) Apparent Authority; (3) Ratification; (4) 
Adoption . 

To create actual authority: Express by words, or implied conduct 
by the principal. Actual authority must exist when the agent 
enters the contract. 

Termination of Actual Authority can be done by: (1) specified 
time or event (or within a reasonable time); (2) change of 
circumstances; (3) Agent acquires interest adverse to the 
principal; (4) When agent says so; (5) When principal says 
so (unless irrevocable coupled with an interest); (6) death, 
incapacity or bankruptcy unless irrevocable. 

Apparent Authority: Equitable doctrine designed to protect an 
innocent third party who relies on the principal's direct or 
indirect holding out another as their agent. Note that apparent 
authority can linger after actual authority terminates. 

Ratification, how to ratify?: (1) expressly affirming contract; 
(2) Accepting benefits; (3) Suing on contract. 

Ratification requirements: The Principal must: (1) Have 
knowledge of material facts; (2) Accept entire transaction; (3) 
Have contractual capacity both at ratification and during the 
original signing. 

Adoption: If the principal does not ratify (due to lack of 
capacity), she may adopt the contract. The promoter is not 
relieved from liability unless there is a novation. 

Duties owed by agent to principal: These are strict fiduciary 
duties: (1) Duty of care; (2) Duties of Loyalty; (3) Duty of 
obedience . 



Duties owed by the principal to the agent: (1) Compensation 
(unless agency was gratuitous); (2) Reimbursement (expenses); 
(3) Indemnification ( losses ) . 

Duties Owed Third Party liable to principal if: (1) Principal 
is disclosed; (2) Principal is partially disclosed; (3) 
Principal is undisclosed unless: (a) unduly burden (requirements 
contract) ; (b) Principal fraudulently concealed identity; (c) 
Third party was bargaining for agent's skills or reputation. 

Agency Tort claims under doctrine of respondeat Superior: This 
is the legal doctrine where the law imposes vicarious liability 
on a master for the acts of a servant to protect an innocent 
third party. 

Servant or independent contractor? More likely a servant if: 
(1) Right to control, even if not exercised; (2) Master supplies 
tools or workplace; (3) Work is long term; (4) Little skill is 
required; (5) Payment is at regular intervals. 

The servant must act within the scope of the employment. This 
depends on whether: (1) Detour: minor deviation, most likely in 
scope; (2) Frolicking: Major deviation, not likely within the 
scope . 

Intentional torts are outside the scope of employment unless: 
(1) Force used was used in order to further the business; (2) 
Master ratified use of force; (3) Master authorized use prior. 

Vicarious liability consequences are: (1) Joint and several 
liability; (2) Indemnity rights against the servant; (3) Release 
must specifically mention Master; (4) Direct liability for own 
negligence of the master for hiring and training. 

Partnership: An association of two or more persons to carry on 
as co-owners a business for profit. 

Formation of a partnership: (1) No formal requirements; but 
there still must be; (2) intent; (3) Control, even if not 
exercised; (4) Capital Contributions; (5) Sharing profit. 

Not a partnership safe harbor: (1) Profits as wages, rent, 
repayment of a debt, or interest on a loan; (2) Right to share 
in gross receipts. 

Partnership Property: Right to use for partnership purposes only 
unless there is consent by the other partners to act otherwise. 



Identifying partnership property: It is deemed partnership 
property if: (1) acquired in partnership name; (2) Acquired 
in partner's name with indication it was for the partnership; 
(3) Presumption of partnership property if: (a) purchased with 
partnership funds; (4) Presumption of partner's individual 
property if: (a) Individual funds were used to acquire it, and 
titled in the partner's name without indication that it is 
partnership property. 

Partnership by Estoppel: Applied on a creditor by creditor basis 
to find liability as if they are partners to protect reasonable 
reliance by third parties. 

Partner Interest in partnership: Profits, loss, Distributions: 
May be assigned, attached, devised, or transferred. It does not 
confer management rights. 

Relations between partners unless otherwise agreed: (1) Profits 
or losses shared equally; (2) Management shared equally; 
(a) Ordinary matters require majority in interest; (b) New 
partners require unanimous consent; (3) Liability: must provide 
indemnity; (4) Duties: Strict fiduciaries: (a) Duty of care; (b) 
Act in Good Faith; (c) Duty of Loyalty; (d) Duty to inform (on 
demand) . 

Relations of partners and third parties. You apply agency 
principles of which there are four: (1) Actual Authority 
(statute); (2) Apparent Authority; (3) Ratification; (4) 
Adoption . 

Real Property conveyance by a partner: (1) Requires actual 
authority; (2) Unless Bonafide purchaser from a grantee. 

Liability for partnership obligations: Joint and severally 
liable, and subject to exhaustion and service requirements. 

Partnership: Exhaustion: (1) Judgment against partnership within 
90 days; (2) Partnership is bankrupt; or (3) by agreement. 

Partnership: Event of withdrawal: (1) Death or incapacity or 
bankruptcy; (2) Existence terminates (business entity); (3) 
Specified event; (4) Conversion consent denied and no notice for 
60 days; (5) Expulsion (by majority in interest); (6) Notice by 
partner . 

General Partnership interest purchased (redemption) : If no 



event requiring winding up occurs within 60 days of the 
partner's withdrawal, the partner's interest is redeemed by the 
partnership as of the date of withdrawal. 

Partnership wrongful withdrawal: (1) Breach of partnership 
agreement--Look for a built in ending (definite term or 
particular undertaking) . 

General Partnership deferred payment of interest on withdrawal: 
If a partner wrongfully withdraws, the partnership may defer the 
redemption until the term expires, the undertaking is complete, 
or the event occurs, unless the purchaser can show that earlier 
payment will not unduly harm the partnership. 

Withdrawn partner authority to bind: It will bind the 
partnership for one year if: (1) No notice of withdrawal; 
(2) Transacted business with partnership one year before; (3) 
Reasonable belief that the withdrawn partner is still a current 
partner . 

Partnership winding up events: (1) Judicial Decree; (2) 
Unanimous consent; (3) Request, unless majority interest; (4) 
Illegality; (5) Specified Event; (6) Sale of Assets. 

Partnership Order of Distribution: (1) Creditors (including 
partner creditors) ; (a) pro rata; (b) Partnership creditor 
priority over individual creditor in partnership assets; (c) 
Partnership and individual creditor have same priority in 
individual assets; (2) Partner Distribution according to capital 
accounts (contributions+ profits- losses) . 

Limited Liability Partnership: Exactly like general partnerships 
except in the area of vicarious liability. 

Formation of LLP: (1) File formation certificate with secretary 
of state and $200 security per partner; (2) Words must include; 
(a) Registered Limited Liability Partnership; or (b) Limited 
Liability partnership; or (c) LLP or L.L.P.; (3) Insurance 
coverage of $100,000. 

LLP Tort liability: There will be none for the individual 
partner, except where: (1) Directly involved; (2) Supervising 
tortfeasor; (3) Knowledge in advance, and did nothing to prevent 
it. Note that partners are still liable for their own torts. 

LLP contractual liability: None for the individual partner as 
this is a broad shield. 



Limited Partnership: A partnership formed under the laws of 
Texas having one or more general partners and one or more 
limited partners. 

Formation of the Limited Partnership: (1) File with Secretary 
of State and pay the fee; (2) The words must include; (a) 
Limited Partnership; or (b) LP or L.P.; or (c) LTD or Ltd.; (3) 
General Partners govern except where inconsistent. There is no 
requirement that the general partners have assets. 

Liability of Limited partners: Limited to their individual 
Capital Contribution Unless: (1) Partner takes control of day- 
to-day partnership activities; (2) Reliance by a third party. 

Limited Partners safe harbor: No control if: (1) Employee or 
agent; (2) Consulting or advising; (3) Acting as creditor, 
guarantor; (3) Participation in partnership meetings. 

Limited Partnership Dissolution Distribution: (1) Creditors; 
(2) Limited Partner per Capital Contribution; (3) Profits 
Distributed per Limited Partnership Agreement. 

Limited Liability Company: A business entity that combines 
features of both a corporation and a partnership. 

LLC formation: (1) Like a corporation: (a) Secretary of State 
filing; (b) Articles of formation; (c) Registered agent etc.; 

(2) Words include: (a) Limited Liability Company; (b) LLC or 
L.L.C.; (c) Limited Company; (d) LC or L.C.; (3) One or more 
owners are called members. 

The Attributes of an LLC: (1) Managers may run the LLC; (2) 
It is taxed like a partnership or can elect to be taxed as a 
corporation; (3) Profits and losses are split in proportion 
to capital contributions; (4) Limited Liability is provided 
for members, except for their own torts. (Note that Texas 
does not allow professionals to form an LLC, they must form a 
Professional Limited Liability Company) . 

De Jure Corporation Formation requires: (1) People; (2) Paper; 

(3) Act. The effect is a separate legal entity governed by the 
Laws of Texas. 

De Jure Corporation People: One or more organizers, formerly 
known as incorporators, are charged with filing the articles of 
incorporation with the Secretary of State. 



De Jure Corporation Paper: (1) Articles of Incorporation: (a) 
Names and addresses of organizers, directors, and agents; (b) 
Duration--can be perpetual, if not must state the time period; 
(c) Purposes--can be as broad as any legal purpose, can also 
list specific authority and anything beyond that will constitute 
ultra vires; (2) Capital Structure; (a) Authorized Stock: 
Maximum shares; (b) Shares per Class; (c) Voting rights and 
preferences per class; (d) Par value. 

De Jure Corporation Act: (1) File with the Secretary of 
State: Electronically is okay, signature by Fax also okay; (2) 
certificate of incorporation is conclusive proof (except as 
against the state) of status; (3) Organization meeting held to 
select officers, adopt by-laws, and transact business. 

De Facto Corporation; Corporation by Estoppel: It is 
questionable whether they are valid under the Texas Business 
Corporations Act. thus the result: (1) Active share holder may 
be liable; (2) Investors will not be. 

Corporation By-laws: (1) Internal governance; (2) Adoption by 
the board of directors; (3) Amendments by the board of directors 
or shareholders; (3) Article control over by-laws. 

Promoter: A promoter is a person acting on behalf of a 
corporation not yet formed. 

Promoter Duties, A promoter must: (1) Exercise good faith; (2) 
Act in the best interests of all investors; (3) Not conceal any 
material fact affecting property they have for sale. 

Corporation duties between promoters, in Joint Ventures: (1) Owe 
fiduciary duty prohibiting trickery, secret dealing, and self- 
preference; and, (2) Full disclosure. 

Promoter Liability: Once the board has approved of pre- 
incorporation contract, a promoter is jointly and severally 
liable unless there is a novation. Note that a corporation 
cannot ratify this, they can only adopt it. 

Corporation Stock Subscription: A written, signed offer to buy 
stock from the corporation. The contract is formed when the 
Board accepts the offer. 

Stock Pre-incorporation Contract: Is irrevocable for six months 
unless it says otherwise, or all subscribers agree. 



Stock Post-incorporation Contract: Revocable at any time before 
there is board acceptance. 



Consideration for Stock: (1) Money; (2) Notes; (3) Discharge of 
debt; (4) Property; (5) Past or future services. 

When stock is issued for property or services: The board of 
directors valuation is conclusive even if it is wrong, absent 
any fraud. 

Watered Stock, definition and liability: Stock issued for less 
than par value is watered stock. The liability is that the 
immediate buyer is liable for the deficiency except as to a 
bonafide purchaser. It is important to note that the board 
knowing of and approving the transaction may be liable to 
creditors directly. 

Pre-emptive rights: In corporations formed before 9/1/2003-- 
automatic; after 9/ 1 /2 0 03--must be expressly provided in the 
articles . 

Pre-emptive rights definition: the right of an existing 
shareholder of common stock to maintain her percentage of 
ownership by buying stock whenever there is an issuance of stock 
for money. 

Corporation Directors: (1) Number shall be set in the articles, 
must be one or more; (2) Election Share holders at annual 
meeting; (3) Removal--share holder with or without cause; (3) 
Vacancy filled by either share holders or board of directors. 

Board Actions: (1) Unanimous written signed consent (e-mail or 
fax okay); (2) At meeting satisfying quorum and voting rule. 
Note if not one or two, act is void except by ratification by a 
valid corporate act. 

Board Notice: required for special meetings only, thus it is not 
needed for regular meetings. E-mail is proper with consent. 

Board trusts and agreements are prohibited. 

Board Management: Generally the board of directors manages 
the business including setting corporate policy, supervises 
officers, declares distributions, and recommends fundamental 
changes to the share holders. 



Binding a Corporation requires: (1) Proper notice of a meeting; 
(2) Quorum; (3) Majority of directors approval. 



Directors and officers. 

Duty of Care for a director: A director owes the corporation a 
duty of care. She must act in good faith and exercise ordinary 
care and prudence. She must do what a prudent person would do in 
similar circumstances. The Burden of proof is on the plaintiff. 



Duty of Care for nonfeasance: Only liable when, in addition to 
the standard, she caused a loss to the corporation, note that 
this is a tough standard to meet. 



Business Judgment Rule: This creates a strong presumption in 
favor of the board action preventing liability from a bad 
decision. The director must act: (1) In good faith; (2) on an 
informed basis, and; (3) with the honest belief that action is 
taken in the best interests of the corporation. 



Duty of Loyalty: A director owes the corporation a duty of 
loyalty, he must act in good faith and with reasonable belief 
that what he does is in the companies' best interest. The burden 
of proof is on the defendant in this case. 

Loyalty Interested Director Transaction: Any deal between the 
director and the corporation will be set aside unless; (1) 
fair deal when approved; (2) The interest and material facts 
were disclosed or known and approved in good faith by the 
shareholders or a majority of disinterested directors. 



Corporate Opportunity Doctrine: A director cannot usurp a 
corporate opportunity which the corporation may be reasonable 
interested without: (1) telling the board; and, (2) waiting for 
rejection of opportunity by the corporation. 

Officers: Have the same duty of care and duty of loyalty as 
directors. They are appointed and removed by the board of 
directors, and never by the shareholders. 

Directors and Officers Indemnification: There is none if held 
liable for willful and intentional acts. It is mandatory 
however, when wholly successful on the merits or otherwise (win 
the entire case or judgment) . For permissive indemnification: 
watch for settlement: (1) Directors and officers must show 
good faith that they acted in the company's best interest; (2) 
If liable, they only get costs and fees; (3) If eligible with 
independent legal counsel or majority of disinterested board of 



directors or share holders. Note that the articles can eliminate 
liability, but not for willful or intentional conduct. 



Power of Shareholders: Unless stated otherwise in the Articles 
of Incorporation, shareholders have no power to control the 
day-to-day activities of the corporation. In order to have 
management powers the corporation must be a closed corporation 



Duties of Shareholders: Generally there are no fiduciary duties 
as a matter of law, but courts may find one. Watch out for 
oppressing minority shareholders, selling control to looters, or 
selling corporate assets. 



Piercing the Corporate Veil: Generally a shareholder is not 
liable for the acts or debts of the corporation. But, courts may 
pierce the veil if: (1) Shareholder has abused the privilege of 
incorporating; and (2) Fairness reguires such a result. 



Alter Ego Theory Factors: (1) Treating corporate assets as 
personal assets; (2) Using corporate funds to pay personal 
debts; (3) Failing in keeping the formalities (but alone it is 
not enough) . 



Under-capitialization : Where shareholder failed to invest enough 
money to cover the prospective liability. 



Who can pierce the corporate veil: Usually creditors, and often 
for tort victims. Courts are reluctant to pierce the veil for 
contract claimants. 
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Derivative Suit reguirements : (1) Owned stock when the claim 
arose (or by operation of law); (2) Written demand on the 
corporation to bring suit: 90 days or rejection; (3) Fairly and 
adeguately represent interests. 



Shareholder Voting, who has the right to vote: The record 
shareholder as of the record date has the right to vote. The cut 
off is generally 10-60 days before the meeting. 



Proxy: A proxy is a writing, signed by a record shareholder, 
directed to the secretary of the corporation, authorizing 
another to vote the shares. A proxy is good for 11 months. 



Voting Trust (no time limit) : A voting trust is a written 
agreement controlling how the shares will be voted. There must 
be a copy to the corporation and transfer of legal title to the 
trustee . 



Pooling agreement (no time limit) : A pooling agreement is a 
written agreement controlling how the shares will be voted based 
on a majority of signers. There must be a copy sent to the 
corporation . 



Shareholder voting notice: The notice must be 10-60 days before 
the meeting for both regular and special meetings. It must 
contain: (1) When; (2) Where; and (3) The purpose (which limits 
the scope of discussion in the meeting) . 

Shareholder voting Special meeting may be called by: (1) 
Board of Directors; (2) The President; (3) 10% controlling 
Shareholder; (4) As permitted by the articles of incorporation 
or by-laws. 

Shareholder valid corporate act: (1) Unanimous consent of all 
shareholders; or, (2) Meeting that satisfies voting and quorum 
requirements . 



Cumulative shareholder voting: (1) Only for Board of Director 
Voting; (2) 9/1/2003: (a) Notice=Number of shares times number 
of directors. 



Stock transfer restriction: The right of first refusal to the 
corporation before selling the stock to the individual. Action 
against the seller if reasonable, or buyer with knowledge. 



Shareholder right to inspect the books: 91) 5% of shares for 6 
months; (2) Written demand for a proper purpose. 

Fundamental Corporate Changes Requires: (1) Board resolution 
with 20 day notice plus two-thirds of the shares entitled to 
vote . 



Fundamental changes include: (1) Amending articles of 
incorporation; (2) Merger, share exchange, or conversion; (3) 
Sale or transfer of assets. 



Fundamental changes, appraisal remedy: Dissenting shareholer's 
right to force the corporation to purchase the share at fair 
value, note this is not available if the corporation is listed 



on the public exchange market or where there are 2000 or more 
share holders. 

Fundamental changes appraisal perfection: (1) File notice of 
objection and intent to demand payment; (2) Abstain or vote 
against change; (3) Post notification within 20 days for demand. 

Short-form mergers: No approval is necessary where the 
corporation owns 90% of the shares. The Appraisal rights are 
only to subsidiary. 

Sale of Assets: Fundamental change for transferring company 
only. Generally the buying of assets does not succeed 
liabilities . 

Dissolution Requirements: (1) Action by the board plus two- 
thirds of the shareholders or when there is written consent 
of all of the shareholders; (2) Notice to creditors; upon 
dissolution the director and officers are personally liable. 

Federal securities Law 10B-5: Prohibits Fraud or 
Misrepresentation . 

10B-5 Defendants include: (1) Company with misleading press 
releases; (2) Buyer or seller who misrepresents or trades inside 
information; (3) Tipper or Tippee. 

10B-5 Requirements: (1) Instrumentality of interstate commerce 
(e.g., mail, phone); (2) materiality or omission must concern a 
material fact, or one that a reasonable investor would consider 
important; (3) Scienter or the intent to deceive, manipulate, 
defraud (note that recklessness may suffice) . 

10B-5 Plaintiff: (1) Securities and Exchange Commission (SEC); 
(2) Private action but only by: (a) Buyer, or; (b) Seller. 

10B-5 Tipper: (1) Passed along material inside information in 
breach of a duty; (2) Benefited by making a gift or enhancing 
reputation . 

10B-5 Tippee: (1) Traded on the tip, and; (2) Knew or should 
have known the information was improperly passed. 

Federal Securities Law 16B Strict liability: Recovery by the 
corporation of profits gained by directors, officers, and 10 
percent shareholders when shares are bought and sold. 



16B Requirements: (1) reporting corporation: (a) National 
exchange; (b) 500 shareholders and $10 million in assets; (2) 
Profits from short swing tradition which is selling or acquiring 
six months before and after the original sale or purchase. 



